Reversal Of Fortune: Commercial HMOs In The Medicaid Market
A look at some plans that have gambled and lost in Medicaid managed care.
b y M i c h a e l J. M c Cu e , R o b e r t E . Hu r l e y , D e b r a A . D r a p e r , a n d M i c h a e l Ju r g e n s e n T he c a ll to m a na ged c a r e to enter the Medicaid market was prompted by the notion that contracting with fully capitated plans would be an effective way to improve beneficiaries' access to care, contain program costs, and achieve greater fiscal predictability in the Medicaid program. Because many of the plans entering the Medicaid market had been exclusively commercial, their newly enrolled Medicaid beneficiaries would have greater access to mainstream providers. In their desire to build membership and improve negotiating leverage with providers, managed care organizations (MCOs) would pursue opportunities to enroll substantial numbers of Medicaid beneficiaries through the accelerated solicitation and procurement processes often provided by the states. Running counter to this optimistic notion, however, has been the widely held view that, given Medicaid's typically meager payment rates, providers would only serve Medicaid beneficiaries insofar as there were no other paying patients to replace them. 1 A recent analysis of health plans serving Medicaid beneficiaries examined various operational characteristics, including size, Medicaid enrollment, system affiliation, geographic location, and whether or not the plan was a new market entrant. 2 Given the growth 
DATA AND METHODS
This study encompasses the years 1992 through 1996, a period of rapid expansion of Medicaid managed care fueled in large part by the Medicaid waiver programs. 3 4 The second analysis evaluates the financial performance of these plans, based on their medical and administrative loss ratios and operating margins. These ratios were defined in accordance with the Health Plan Employer Data and Information Set (HEDIS) 3.0 indicators of financial stability. 5 The medical loss ratio is computed as the insurance revenue dollars paid in medical claims as a percentage of the plan's total operating expenses. The administrative loss ratio is based on a similar computation, but it replaces medical claims dollars with the insurance revenue dollars paid in administrative expenses. The operating margin ratio is the proportion of operating income as compared with total insurance revenues. It provides the most valid measure of a plan's overall financial performance. Specifically, it indicates how well a plan is controlling its medical and administrative expenses and generating a profit.
HCIA's HMO database series provided the secondary financial and operating data for the individual health plans included in the study. The HCIA data contain descriptive, membership, utilization, and financial information extracted largely from HMOs' periodic filings with their state insurance regulatory agencies. HCIA also uses information from the Health Care Financing Administration's (HCFA's) Office of Prepaid Health Care, the InterStudy Center for Managed Care Research, and various other supplemental sources when compiling its database. 6 Some limitations of the HCIA data warrant mentioning. A small number of companies, whose HMOs are licensed in multiple states, have filed consolidated data in their various states of operation. HCIA has eliminated all duplicate filings from the database, so information for any single HMO is represented only once. In these instances, however, the HCIA database assigns the plan's total membership to the state of the plan's national or regional headquarters. 7 Therefore, we used additional information from the American Association of Health Plans (AAHP) to classify and refine plan data.
8 Second, the database includes only those organizations identified and licensed by the individual states as HMOs. It underrepresents the entire population of fully capitated entities participating in Medicaid, particularly those in states with Section 1115 waivers. Our findings therefore are best understood as reflective of the participation and performance among licensed, commercial HMOs. Third, a few states are not reflected in the database, because either there were no HMOs operating in the state or the state regulatory reporting methodology did not permit their inclusion. 9 The HCIA database represents the following number of states (including the District of Columbia) and plans for each year noted: 1992 and 1993: forty-three states, 471 plans; 1994: forty-three states, 495 plans; 1995: forty-six states, 538 plans; and 1996: forty-seven states, 574 plans. 10 Because of outliers and extreme variations of financial measures, median values were used in the analyses.
Our study also draws on information gleaned from indepth interviews with stock analysts and Medicaid health plan executives, the details of which are reported elsewhere. 11 The twenty-five executives interviewed represented sixty HMOs with more than 2.5 million Medicaid members, approximately onethird of the Medicaid HMO enrollment.
PLAN CHARACTERISTICS
The number of plans participating in the Medicaid market steadily escalated during the 1992-1996 period, reflecting a 121 percent increase (Exhibit 1). In 1992 there were 102 participating plans; by 1996 there were 225. Participating plans exhibited wide variation in their individual operating characteristics. In 1992, 43 percent of participating plans were chain-affiliated; by 1996 this figure had risen to 51 percent. The plans participating in the Medicaid market, like those in the industry as a whole, were overwhelmingly open models. 12 In 1996, for example, 79 percent of the plans were open models, and only 21 percent were closed-model plans. In 1992, 51 percent of plans participating in Medicaid were federally qualified, but this dropped to 43 percent in 1996. The number of for-profit plans increased sharply, from 42 percent in 1992 to 58 percent in 1996.
Over the 1992-1996 period the majority of plans had small memberships (that is, less than 26 percent Medicaid membership), and the number of plans with midsize Medicaid memberships (26-75 percent) decreased. This trend indicates that a large number of new entrants into the market pursued a limited Medicaid enrollment, and a smaller group either entered the market as predominantly Medicaid plans or moved rapidly from a small to a large membership.
MARKET SEGMENTATION
Not-for-profit plans were the mainstays of the Medicaid market in 1992 (Exhibit 2). Among publicly traded plans, participation rates more than doubled over the five-year period, to 36 percent in 1996. The net (en trants less exits) number of publicly traded plans accelerated until 1996, when enthusiasm leveled off. Participation among other forprofit HMOs also soared, from 13 percent to 32 percent during the period. Among Blue Cross plans, Medicaid participation increased substantially, from 17 percent in 1992 to 40 percent in 1996 (not shown). 13 Did the entry of additional plans into the Medicaid market lead to changes in the distribution of Medicaid membership across market segments? The Medicaid percentage of total enrollees in the HMO Group plans and in the other for-profit category grew substantially over the 1992-1996 period-from 7.7 percent to 13.1 percent and from 12.9 percent to 25.2 percent, respectively. It declined among publicly traded plans and other notfor-profits-from 34.9 percent to 23.9 percent and from 33.6 percent to 23.2 percent, respectively (not shown). However, by 1996 other not-for-profit, publicly traded, and other forprofit plans had each aggregated more than 20 percent of the Medicaid members in the study plans. By 1996 the distribution of membership among these plans was markedly more balanced than in 1992, signaling broad participation. However, as noted earlier, this finding n ADMINISTRATIVE LOSS RATIOS. As one would expect, plans with large Medicaid memberships incurred higher administrative expenses than did those with fewer or no Medicaid enrollees (Exhibit 3). For predominantly Medicaid plans, the administrative loss ratio climbed from 0.17 in 1994 to 0.22 in 1996; for plans with small Medicaid memberships, this ratio remained between 0.13 and 0.14 during the period. The higher administrative costs among predominantly Medicaid plans are attributable in part to the fact that these plans are much smaller in overall membership than plans with limited Medicaid enrollment and apparently are not able to achieve the economies of scale of their larger counterparts. When contracting with these plans, Medicaid agencies will find that a smaller portion of their premium dollars is being applied to medical care for beneficiaries.
In our interviews with health plan executives, many attributed the high administrative costs to extraordinary turnover among Medicaid enrollees, insufficient volume to achieve economies of scale, and generally more extensive contract requirements than are found in commercial lines of business. The importance of higher administrative requirements was noted in particular by HMO executives with predominantly commercial members. These executives have limited their exposure to Medicaid because the financial uncertainty and volatility, and thus the expected returns, may not justify the added costs of serving these beneficiaries. 14 n OPERATING MARGINS. Plans with a higher proportion of their membership in Medicaid earned the largest profits in 1992 and 1993, as reflected in their operating margins. After 1994, however, the operating margins for all plans, regardless of Medicaid participation level, dropped dramatically. For those plans not participating in Medicaid, the drop was greater than for the small and medium Medicaid participants. erating margin of -8 percent, as compared with an average of -3 percent for all participating plans.
Our interviews with health plan executives revealed that early success in Medicaid was achieved when enrollment was voluntary, marketing activities were largely unregulated, contract demands were limited, rate development was imprecise, and managed care enrollment was low but rising. In fact, representatives of some plans reported that the success of some early Medicaid market entrants (for example, Physician Corporation of America in Florida, which did a public offering in 1993) contributed to their belief that this was a lucrative business for plans in the right place at the right time.
15
Although nonparticipating plans experienced the greatest drop in margins, the picture changed dramatically for predominantly Medicaid plans as well, with operating margins dropping from 1 percent in 1994 to -8 percent in 1996. Lower financial returns resulted from factors that affected both revenues and expenses. Factors that may have curtailed revenues include rate reductions, more competition because of an increased number of qualified bidders, and inadequate risk adjustment for resource-intensive Supplemental Security Income (SSI) enrollees.
Several of the stock analysts we interviewed noted that rate adjustments, particularly unanticipated ones that result from states' belief that their rates overcompensate health plans, cause capital markets to become skittish about HMOs in the Medicaid market. Although some states have a reputation as sound business partners, the unexpected actions of other states have had a greater influence on analysts' evaluation of risk, resulting in the opinion that "Wall Street doesn't trust Medicaid and Medicaid rate cuts as a safe cost-saving initiative because they affect a class of people that is not politically unified.
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For each year of the study period, the operating margins of publicly traded and other forprofit plans participating in Medicaid were greater than those of their counterparts that did not participate (Exhibit 4). Nonparticipating plans across all market segments experienced a dramatic decline in their operating margins between 1995 and 1996. The HMO Group, other not-for-profit, and other forprofit plans not participating in Medicaid incurred operating losses greater than (or equal to) 10 percent for 1996. Publicly traded and Blue Cross plans that did not participate in Medicaid incurred operating losses of 4 percent and 7 percent, respectively. In contrast, all of the participating plans across all market segments incurred operating losses of 3 percent or less. 
PROBABLE CAUSES AND IMPLICATIONS
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